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AN INVESTMENT POLICY AT THE PRESENT TIME 


HE ending of theKorean War is inevitably resulting in a reappraisal of the 
b general business outlook by various groups in our population. It seems 

to me that anyone trying to guess what may happen during the next few 
months or years must inevitably deal largely in psychology. The decisions which 
will be made by the consumers, by the retailers, by the manufacturers, and by 
the farmers will determine what type of readjustment in general business we will 
have. This readjustment will start at least as a minor readjustment without too 
serious results. Whether it will stop there it is impossible to say at the present 
time. If the general public listens too attentively to the many reassuring state- 
ments that there is no danger of a depression in the period ahead, the cautious- 
ness which has restrained businessmen and consumers will be thrown to the 
winds and the depression will be upon us. A depression expected by a large part 
of the general public does not develop. Only when we espouse the “new era” 
psychology as we did in the late twenties does a readjustment develop into a real 
depression. Roosevelt was wrong when he said that “the only thing to fear is fear 
itself.” Only when we are fearful of the future do we take the necessary steps 
to ensure our continued safety. I am not afraid of cautiousness at the present 
time, but I am afraid of overoptimism. 


I - What the Consumer Will Do 


It seems to me that the consumers are going to be faced first with a slightly 
smaller income than they have been accustomed to during the recent past. This 
will come about first through the reduction in overtime payments. While we will 
continue to spend huge amounts on armament, we will no longer feel the same 
urgency in buying “time” at the expense of dollars. 


The drop in overtime will be disastrous to some consumers who have over- 
extended themselves in time payment obligations. At the present time consumer 
credit in the United States totals $27 billion, and during the past 12 months it in- 
creased by $5 billion. Consumer purchases can take place at an exaggerated rate 
when consumer credit is increasing. The rate will be much slower if consumer 
credit is continuing at about the same level, and the rate will be still slower if 
consumer credit is being contracted. I think that in the immediate future the ex- 
pansion will stop, and in the more distant future contraction will start. 
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Under the general subject of the consumer reaction, I think we must include 
the effect of a slower business economy on the rate of new family formation. As 
we have pointed out in our reports a number of times in the last year, the number 
of persons reaching marriageable age each year has been decreasing since 1943. 
It will continue to decrease until 1957, in spite of our increasing population. This, 
of course, is due to the very low birth rate of the depression period. 


The number of new marriages and new families formed is dependent on two 
factors: 1. the number of persons reaching marriageable age; and 2. the willing- 
ness to take on the heavier financial responsibilities which go with marriage. 
In a period when total business volume is shrinking, the marriage rate generally 
shrinks more rapidly than would be expected from the number of persons reaching 
marriageable age. When business is expanding rapidly after a depression period, 
the number of marriages increases faster than the change in the number of persons 
reaching marriageable age. 


We hit the peak in the number of new marriages in the United States in 1946. 
The marriage rate has been dropping since that time. It is now at the lowest 
point it has reached in the past 13 years. In all probability the marriage rate will 
drop further during the next 3 or 4 years, and this in turn will affect the demand 
for new housing. 


II - What the Retailer Will Do 


The period we have come through has been a rather lush period for retailers 
in general throughout the United States. During the greater part of the time, de- 
mand exceeded supply, and the efficient and the inefficient retailers stayed in busi- 
ness. Now, however, inventories have been increasing, particularly in the depart- 
ment store field. All inventories, including the inventories of the manufacturer, 
have increased by $5 billion in the last 12 months. 


In a period when inventories are increasing, demand is increased above the 
normal demand by the amount by which inventories are increased. When inven- 
tories are continuing at the same level, there is no effect on demand, but if ir- 
ventories are being contracted, the demand on the wholesaler and manufacturer 
will contract more rapidly than the consumer contracts his purchases. The rea- 
sons for increasing inventories are an increase in the volume of business, the 
expectation of rising prices, and the belief that shortages exist or are imminent. 
Inventories are run off when it is believed that business volume may decrease, 
when it seems that prices will not rise or may fall, and when goods are readily 
available. It seems to me that in the period immediately ahead, inventories 
will no longer advance, and in the period following this, inventories will contract. 














Ill - What the Manufacturer Will Do 


As the retailers contract their inventories, demand for manufactured goods 
will shrink more rapidly than consumer demand. Manufacturers will turn cautious. 
In the period we have just come through they have increased plant capacity at a 
tremendous rate. A large part of the steel which has been produced has not gone 
into end products but has gone into increasing capacity to make end products. If 
the manufacturer slows down on his rate of increasing producing capacity, the de- 
mand for steel will drop, not only because of reduced demand for consumer prod- 
ucts, but also because of the slower rate of absorption in new plant space and 
capacity. This would mean a curtailment of industrial building, with a shrinkage 
in freight carloadings of building materials. 


IV - What the Farmer Will Do 


During the thirties the farmer was severely squeezed by economic forces, 
and in the early thirties an effort was made to supply emergency treatment to 
bolster the prices of agricultural products and to give some insurance against 
major disaster to the farm population. Unfortunately, however, the policy did 
not stop with that. Prices were guaranteed at a level above the normal market 
place price, with the result that farm production was increased tremendously 
at the same time that the higher prices for farm products shrank the demand. 
Our policy has been most noticeable in the effect it has had on the exports of farm 
products. Prices have held at such a level that we have lost many of our foreign 
markets, and in 1953, agricultural exports have shrunk by more than a billion 
dollars. 


In order to maintain these high prices for farm products it has been necessary 
for the Federal Government to go into the market and buy the surplus at a price 
which consumers were unwilling to pay. By the end of next year the Federal 
Government’s purchases of farm products may total nearly $7 billion. We have 
entirely run out of storage facilities. Grain and other similar products are now 
stored in elevators, ships, abandoned buildings, and even on the ground. We 
have maintained the price of butter at such a high level that the consumption of 
butter has constantly shrunk, until on a per capita basis at the present time it is 
lower than the per capita consumption of butter in England; and, while this high 
price has deprived the American consumer of butter, the Federal Government 
has had to purchase 250 million pounds in order to keep up the price. After 
giving away some of it to Russia (where it was later converted into shoe polish), 
and subsidizing some of it for foreign gifts, we are still faced with the fact that 
the Government is still purchasing butter at the present time at a very rapid rate. 
The American public is fast turning to oleo because it cannot afford the butter 
which the Federal Government is buying, and for which the Federal Government 
cannot find storage space. 
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The present administration is faced with a real problem. To immediately 
remove price supports would mean that the selling price of agricultural products 
would fall to the point where a large percentage of farmers would be operating 
in an unprofitable market. On the other hand, we cannot continue to buy farm 
products at a price which shrinks demand and which results in unusable sur- 
pluses in the hands of the Federal Government. Sooner or later we must get back 
to the point where the price for any commodity is determined in the market place 
and is the amount at which the public is willing to buy and the producer willing 
to produce - a price which is satisfactory to both. Whenever the price is manip- 
ulated for the benefit of the producer, the consumer starts to withdraw from 
the market, and the weakness in price which caused the Government to go into 
the market in the first place tends to multiply itself because of the reduced de- 
mand due to higher price. 


V - What the Real Estate Owner Will Do 


After 11 years of rent control, most communities in the United States are 
now in a free market and, as a result, rents have been increasing. As rents go 
higher, tenants will use space with greater economy, and the individual who during 
the period of high wages and low rents occupied space suitable for an entire family 
will find that this space will now rent for an amount which will preclude its occu- 
pancy by one person. As space is used more economically and efficiently, the 
space demands of the population will shrink. As they shrink, vacancies will de- 
velop, and as vacancies develop, a competition for tenants will change many 
management policies. During the past 11 years a minimum of maintenance has 
been done as most owners tried to maximize their net return in a period when the 
gross was limited, by deferring practically all types of maintenance wherever they 
could be deferred. In the competition, however, which will develop, owners will 
make every possible effort to hold existing tenants and to attract others by putting 
their buildings in better repair. A great deal of deferred maintenance will be done 
on large rental properties in the next few years. 


The real estate owner whose principal ownership lies in an individual home 
will also probably find himself affected by world events, and his attitude will 
change on a number of questions. In the first place, he has experienced a market 
since 1936 where the value of his home has almost always constantly increased. 
During this period the selling price of a typical residence has more than tripled, 
and the person with the slimmest equity in 1936 now has a very conservative in- 
vestment, even though no payments may have been made on the principal. 
This was a period during which 85%, 90%, 95%, and 100% loans could be made 
with great safety, but the indications are that throughout the United States existing 
housing will now shrink in value. The home owner who buys a home on today’s 
market with a nominal equity may find tomorrow that he owes more for the build- 
ing than a comparable building can be purchased for on the market tomorrow. 
This will dull his enthusiasm for home ownership, and the prospective home owner 
will also find that he can buy an existing building for considerably less than the 
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cost of constructing a new one. It is hard to see how under these conditions build- 
ing volume can continue at its present rate, and it seems to me that even though 
adequate amounts of mortgage money are available, new building is apt to shrink 
in the period ahead. 


This will probably not affect the construction of larger buildings, particularly 
office buildings, as it is a peculiar fact that this type of building is generally built 
in the largest quantities at the tail end of a boom or even after the boom is prac- 
tically over. 


VI - What the Mortgage Lender Will Do 


As we have often pointed out, a mortgage interest rate consists of pure in- 
terest plus a loading for risk plus a loading for the lack of liquidity, and plus a 
loading for the cost of keeping the money constantly invested. Pure interest is 
probably best typified by the interest rate on 91-day Treasury bills. This in- 
terest rate is approximately double what it was in 1949, is six times what it was 
in 1946, and is ten times what it was in 1939. It has gone from an infinitesimal 
fraction of 1% (in fact at one time a negative interest rate), to 2-1/4%, and at 
the present time it is averaging slightly better than 2%. Clearly, the loading for 
risk which the mortgage lender must collect to take care of his foreclosure losses 
would be greater from his viewpoint in a period when values have gone up sharply 
for a period of 16 years and have then turned and show a tendency to drop. During 


the rising market, relatively few properties got into trouble, and those that did 
could generally be sold for amounts sufficient to pay off the mortgage. If older 
buildings continue to drop in their selling prices, this will not necessarily be true 
in the future, and the mortgage lender will almost inevitably become more cau- 
tious and attempt to lend a smaller percentage of the total value of the property 
than the amounts which have been lent in the last few years, and he will attempt 
to secure a higher mortgage interest rate. 


VII - What the Government Will Do 


The Government is attempting to hold the value of the American dollar for 
the first time in the past 21 years, and with this attempt I am thoroughly in accord. 
We cannot continue to inflate forever without a tremendous collapse similar to 
the collapses which have occurred at many times in the past in many countries 
which have attempted to solve their economic problems through inflation. The 
hard money policy of the present administration, however, can only be adhered to 
if a large enough percentage of Americans have enough intestinal fortitude to 
stand a major readjustment. We hada similar problem before the American 
people in the 1870’s. We had come through the greenback inflation of the Civil 
War. Congress passed the Resumption Act in 1875, which in essence was a hard 
money policy, stating that on January 1, 1879, we would go back to the old gold 
standard, with paper money convertible into gold with the same weight of gold to 
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a dollar which we had had prior to the Civil War. This intensified the depression 
which started in 1873, and resulted in the highest rate of foreclosures in the 
last part of 1878 which the United States has ever seen. Congress weakened in 
view of the tremendous pressures, and only a veto by President Grant kept the 
hard money policy in force. In 1879, however, recovery was very rapid, and 
during the 1880’s the United States went through one of the most prosperous pe- 
riods in its history. 


It is my guess, however, that we have lost in the United States during the 
past 20 years the willingness to put opportunity above security, and that the ad- 
ministration will be forced sooner or later to abandon the hard money policy 
and, against its wisdom and its wishes, resume the inflationary policy which we 
have now followed for so long. If we resume the only type of inflationary program 
which could temporarily stave off disaster, it seems to me that we will in the end 
have a greater collapse. 


VII - What the Investor Should Do 


If 1 am correct in my previous assumptions of the way in which the various 
component parts of our population react to the ending of the Korean War, it would 
indicate that we can expect a readjustment period deflationary in character, to be 
followed by a resumption of inflation. During the readjustment period, I believe 
that the purchasing power of the dollar will increase, but in the inflationary period 
that follows, this purchasing power will decrease, until the price level will be 
considerably higher than it is at the present time. With this sort of a prospect, 
how can the investor safeguard his principal in the period ahead? 


In the past, as we look back on the real estate booms and depressions, it is 
quite apparent in retrospect that the real estate investors who sold out near the 
end of a boom and invested in mortgages or in bords came out considerably better 
than those who held on to their properties. When the bottom of the readjustment 
period was reached, the best policy was to switch back from bonds and mort- 
gages to very slim equities, a thing that was very easy to do at the time, as most 
people had lost confidence in real estate equities and were glad to dispose of what 
they considered highly hazardous and speculative investments for conservative 
bonds and mortgages. 


Should a similar policy be followed now? I don’t know. I can see some advan- 
tages, but in the past when this policy worked best, the United States was ona 
gold standard, and the investor felt that the American Dollar could not depre- 
ciate very much so long as it was convertible into gold. Were we still on a gold 
basis, I would have no hesitancy whatever in advising all of our clients to get into 
bonds or mortgages. On the other hand, believing as I do that the administration 
will not be able to stick to a hard money policy, and believing that the readjust- 
ment period will be interrupted by a resumption of considerable inflation, it 
seems to me that the wise investor should follow a policy which will conserve his 
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investment regardless of which way the cat jumps. We are advising our real 
estate clients to make a list of all of their investments, with the best at the top 
and the poorest at the bottom, and then to sell off as rapidly as they can the poor- 
est real estate investments that they have and to use the proceeds of these sales 
to pay down mortgages toward the top of the list. 


Let us see what the result of this policy will be under different developments 
which might take place in the United States during the next few years. 


1. If we have no readjustment period, which seems highly improbable to me 
but is still a possibility, this policy would result in the ownership of good real es- 
tate substantially clear. Certainly this is not a type of investment which anyone 
would object to holding in an uncertain period. 


2. Ifa readjustment period develops, and even if it becomes sizable, good 
real estate, held substantially clear, should ride through any readjustment 
period without too much difficulty. If it should be necessary to liquidate this 
real estate before the readjustment period is over, it will probably be sold ona 
market which will yield fewer dollars than the real estate would bring at the pres- 
ent time; but, on the other hand, the strong probabilities are that other prices at 
that time will also be down and that the money received then would have a pur- 
chasing power not too much below the purchasing power of the sales price at the 
present time. 


3. If we have a short readjustment period, followed by a resumption of in- 
flation, the ownership of good real estate would be better than the ownership of 
bonds or mortgages, as the real estate would tend to increase with the inflation, 
while bonds and mortgages would still command only the same number of dollars, 
each with a lower purchasing power. Just so soon as it would become apparent 
that a strong inflationary trend had again set in, it would seem reasonable to in- 
crease the mortgage indebtedness on these good properties and to use the addi- 
tional capital secured in this way to purchase equities in other good properties 
at that time. 











